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JAPAN: KEY ECONOMIC INDICATORS 
(Value in US$ million unless otherwise indicated) 
(Percent change is for Yen values) 


1985 and PCT 
Change Over 1984 1986 


INCOME, PRODUCTION, EMPLOYMENT: 
GNP at Current Prices 1,322,103 633 “1; 727,913a7 
GNP at Constant 1980 Prices Lg2bi ee 4.5 1,563,616A/ 
Annual Per Capita GNP 

(Current Prices) ($) 10,922 14,256A/ 
Indices: 

Industrial Production (Mfg) 

(1980=100) 122.0 LES 39C/ 
Labor Productivity (Mfg) 

(1980=100) 123.9 123.4B/ 
Industrial Wage (Mfg) (1980=100) Zs. 98.2C/J 
Labor Force (Mil.) 59.6 59.6C/ 
Unemployment Rate (%) 2<6 2.9C/ 


MONEY AND PRICES: 
Money Supply (M2 and CD) 

(Average Outstanding) 1,229,928 1,657,438D/ 
Bank of Japan Com. Dis. Rate ($%) 

(End of Year/Month) 5.0 - s.5BF 
Consumer Price Index (1980=100) 114.4 ‘ 115.07 
Wholesale Price Index (1980=100) 99.5 < 93.3C/ 


PAYMENT AND TRADE: 

Gold and Foreign Exchange Reserves 26,510 32,475G/ 
Net External Assets (End of Year) 129,821 --- 
Current Balance 49,169 13, 53S68/ 
Trade Balance 55,986 79,,i358/ 


Exports (IMF Basis) 174,015 196,601H/ 
Export Share to U.S., 


Customs Clearance Basis, FOB ($%) 3752 38.11/ 


Imports (IMF Basis) 118,029 116,623H/ 
Import Share from U.S., 


Customs Clearance Basis, CIF ($%) 19.9 Ze cSES 


Notes: A/ Jan-Mar, 1986 (SAAR) B/ Jan-Feb, 1986 Average 
C/ Jan-May, 1986 Average D/ Jan-Mar, 1986 Average 
E/ As of end of June, 1986 F/ Jan-Apr, 1986 Average 
G/ As of end of May, 1986 H/ Jan-May, 1986 (SAAR) 
I/ Jan-June, 1986 (NSA) J/ 1986 bonus payments not yet paid 


Dollar figures other than payment and trade figures have all been rounded 
after being converted from yen at the following rates: 1985/Yen 240=$1; 
Jan-Mar 1986/Yen 188=$1 (Avg. interbank rate) 


MAIN IMPORTS FROM U.S.: (Value shown in $ million, CIF, Source: Ministry of 
Finance) 


1986 
1985 (Jan-June) 


Foodstuff 5,085 2,614 
Chemicals 3,396 1,743 
Aircraft 1,447 603 
Office Machinery 1,184 565 
Wood 1,129 613 
Soybeans 1,062 543 
Coal 922 427 


MAIN EXPORTS TO U.S.: (Value shown in $ million, FOB, Source: Ministry of 
Finance) 


Motor Vehicle, incl. Pass. Cars 19,238 12,100 
Tape Recorders, incl. VTRs 4,835 2,813 
Office Machinery 4,099 2,462 
Scientific & Optical Equipment 2,898 1,735 
Iron & steel products 2,804 1,067 


Radios 1,186 609 
Power Generators 1,164 734 
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CURRENT ECONOMIC SITUATION AND TRENDS 


In JFY 1985 (ending March 31, 1986), the Japanese economy registered 
4.2 percent real growth in its gross national product. This growth 
rate, following real gains of 3.2 percent in JFY 1982, 3.7 percent 
in JFY 1983, and 5.0 percent in JFY 1984, would normally lead one to 
assume the Japanese economy continues to be very healthy. However, 
economic conditions in Japan reversed in the latter half of the 
fiscal year, due to the lack of sufficient domestic expansion to 
offset the export decline caused by the yen's rapid appreciation. 

At the G-5 meeting, September 22, 1985, it was agreed there would be 
concerted intervention into foreign exchange markets in order to 
guide the dollar to weaker levels and to strengthen the yen. In the 
nine months or so after the meeting the Japanese yen appreciated 
more than 50 percent against the dollar, from 240 yen to the dollar 
in September 1985 to 155 yen to the dollar in July 1986. 


The steep rise in the yen's value relative to the dollar has choked 
off the nation's economic engine -- exports. The strong yen started 
showing its deflationary impact on the Japanese economy in the final 
quarter of JFY 1986 (January-March 1986). Japan's exports on a GNP 
basis tumbled 4.9 percent from the previous quarter's levels in real 
terms, resulting in a 20.0 percent plunge in net exports. The dive 
in net external demand was responsible for a 0.5 percent 
quarter-to-quarter decline in real GNP in the quarter (a 2.1 percent 
drop at an annual rate). This was the first such decline in real 
GNP in ll years. According to the Government's Economic Planning 
Agency, the decline in net exports slashed overall GNP growth in the 
quarter by 0.9 percentage points. 


With prospects for export growth becoming increasingly dim, private 
plant and equipment investment has also lost its momentum. This is 
of particular concern since such investment has been the major 
bright spot on the domestic side of the economy for a number of 
years. Although private plant and equipment investment showed 
strong growth of 12.6 percent for JFY 1985 as a whole, following a 
10.9 percent gain in the previous fiscal year, the pace of expansion 
decelerated greatly in the first quarter of 1986 (January-March) to 
a real annual rate of only 1.2 percent. This development 
illustrates how closely Japanese business capital investment is 
related to export conditions. 


By demand component, 3.5 percentage points of the 4.2 percent real 
GNP growth in JFY 1985 was a result of domestic demand expansion, 
while external demand contibuted only 0.7 percentage points. The 
Japanese Government, which has committed itself to restructuring the 
nation's economy toward one led by domestic demand, welcomes this 
outcome. However, with the major contributor to domestic demand 
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growth -- private plant and equipment investment -- so closely tied 
to the export sector, it is doubtful whether Japan will be able to 
attain the “more than 4 percent real growth a year," projected in 
the Government's “Outlook and Guidelines for the Economy and Society 
in the 1980s". 


EMPLOYMENT SITUATION 


Japan's unemployment rate in the first half of CY 1986 has averaged 
at about the same level (2.7 percent) as for the corresponding 
period in 1985. The record high post-war monthly unemployment rate 
was 3.0 percent reached in March of 1985. The unemployment rate is 
quite low compared with that of other industrialized countries. 


Most estimates for the short to mid-term link unemployment trends to 
the higher value of the yen. Employment is not expected to grow 
quite as rapidly as in the past and some unemployment in the export 
oriented sectors is anticipated. In the long term, most forecasters 
anticipate a general worsening in unemployment rates, due to three 
factors: 1) the aging of the populace and the resulting increased 
numbers of middle-aged and older workers in the labor market; 2) 
the growing number of female workers increasing the number of job 
seekers; and 3) the shifting of the economy toward the service 
sector, in which workers traditionally enter and leave their jobs 
more frequently. 


EXTERNAL BALANCE 


In JFY 1985, Japan's current account and merchandise trade account 
surpluses ballooned to $55 billion and $62 billion (IMF basis) 
respectively. This compares to the previous year's already record 
surpluses of $37 billion and $46 billion. Despite the yen's rise in 
value against the dollar, Japan's dollar-denominated exports 
continued surging throughout the fiscal year. As the yen 
strengthened, the pace of dollar-based export expansion accelerated, 
instead of decelerating, from a 0.5 percent year-to-year rise in the 
1985 April-June quarter to 2.8 percent in July-September, 10.7 
percent in October-December and 18.1 percent in January-March, 

1986. On a real quantity basis, however, exports in the 
January-June 1986 period declined 0.5 percent from the same period 
of 1985, while imports increased 10.1 percent. 


In the long-term capital account, on the other hand, Japan posted a 
$73 billion net capital outflow in JFy 1985, far eclipsing the $55 
billion current account surplus. In recent years, net capital 
outflows have been expanding significantly, totalling $11.9 billion 
in JFY 1982, $20.8 billion in JFY 1983, $54.2 billion in JFY 1984, 
and JFY 1985's record $73 billion. 
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Net capital outflows of course indicate an increase in Japan's 
overseas assets. Japan has been investing earnings from its 
merchandise trade surplus into foreign securities, real estate and 
other foreign assets. According to statistics of the Japanese 
Ministry of Finance, Japan's net external assets expanded from $10.9 
billion at the end of 1981 to $129.8 billion at the end of 1985, 
making Japan the largest creditor nation in the world. 


These massive capital outflows in recent years have already begun to 
generate large interest and dividends returns, and have led to a 
major change in Japan's balance of payments structure, by shrinking 
the traditional deficits in the invisible/services trade account. 
The invisibles account has, to date, continued registering deficits 
each year, thereby lowering the nation's current account surplus. 
With the snowballing net receipts in investment income, however, 
invisible/services trade deficits have been shrinking rapidly by 
more than $1 billion each year, to only $4.8 billion in JFy 1985. 
Given this trend, it appears that the account will head into a 
Surplus within the next few years. If this happens it will swell 


the current account surplus to a level greater than the merchandise 
trade surplus. 


YEN-DOLLAR RATE 


The yen/dollar agreement reached in May of 1984 between the U.S. 
Secretary of the Treasury and the Japanese Minister of Finance 
included measures aimed at liberalizing Japan's domestic capital 
markets, improving access of foreign financial institutions, and 
increasing the role of the yen as an international currency. U.S. 
officials emphasized at the time that full implementation of the 
agreement would take several years, and that only a limited impact 
on the yen/dollar rate could be expected in the short term. In the 
medium term, however, the agreement could be expected to contribute 
to increasing international demand for the yen, and thus increase 
the yen's value against the dollar. 


Steps taken under the agreement since 1984 have substantially 
liberalized the outflow of long-term capital from Japan as well as 
short-term inflows into Japan. With the massive current account 
surplus and the attraction of comparatively high dollar interest 
rates, long-term capital outflows have been substantial. The effect 
of this long-term outflow on the exchange rate has been moderated by 
large short-term inflows. 


In coming months, further liberalization steps will be taken which 
will increase the international availability and attractiveness of 
yen assets. A domestic bond futures market is operating. Interest 
rates on large-scale (yen 100 million or larger) bank deposits will 
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be fully liberalized by the spring of 1987. An international 
banking facility (IBF) is expected to be in place by late 1986. Six 
foreign securities firms have become members of the Tokyo Stock 
Exchange. And finally, the Euroyen market has become deeper and 
more liquid, with more products being offered. 


The G-5 Finance Ministers meeting on September 22, 1985, agreed on 
joint efforts to correct the exchange rate imbalances between the 
U.S. dollar and major currencies. Immediately following the G-5 
meeting the yen rose to the 220 to 230 range, up from the 240-245 
range the previous week. By early November the yen had begun to 
push against the psychological barrier of 200 yen to the dollar, 
breaking it in January when the yen rose to 190. The yen has since 
continued to rise, reaching the 160 range in early May. During the 
G-5 Finance Ministers meeting in London in January 1986 the 
Ministers agreed that progress on exchange rates should not be 
reversed. At the Tokyo Summit in early May, the leaders of the 
seven participating industrialized countries agreed to construct 
mechanisms for improving coordination of economic policies, with an 
eye toward stabilizing developments in the international economy. 
Given these developments, the recent strength of the yen relative to 
the dollar can be expected to continue for some time. 


GOVERNMENT FINANCE 


Measured on a percentage basis, relative to either the budget or to 
the economy as a whole, the Japanese central government budget has 
continued in substantial deficit since the mid-1970's. The budget 
deficit in JFY 1985 is estimated at $77 billion (at yen 160 / U.S. 
dollar), with total outstanding government bonds at the end of the 
year amounting to $838 billion. The ratio of outstanding government 


bonds to GNP stood at 41.8 percent, and the central government 
deficit at 3.8 percent of GNP. 


The budget deficit for JFY 1986 is officially forecast to be $68 
billion. The ratio of outstanding central government bonds to GNP 
is estimated to reach 42.5 percent at the end of JFY 1986. Debt 
servicing costs have become the largest single category of spending 
in the central account budget for JFY 1986, nearly three and a half 
times larger than the size of defense expenditures for the year. 


In light of this budget problem, the Nakasone government has 
maintained a policy of financial reconstruction, aimed at 
eliminating so-called deficit financing bond issues by JFy 1990. 
Deficit financing bonds for JFY 1985 amounted to $26 billion, nearly 
half of all government bonds issued. Despite pressure from within 
the ruling Liberal Democratic Party and from the business community 
to issue more bonds as a means of stimulating the domestic economy, 
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top policy makers thus far have resisted efforts to expand the 
government deficit. 


The policy of financial reconstruction is now under serious review 
for JFY 1987. Ministerial budget requests (the general account 
budget minus revenue sharing with local governments and debt service 
costs) for JFY 1987 will be held to an increase of only 1.0 percent 
over JFY 1986 budget levels. This is the fifth year in which 
ministerial budget requests have been so limited. 


In light of Japan's current sluggish economic performance, strong 
consideration is being given to preparation of a large supplemental 
budget for JFY 1986. The Prime Minister has publicly stated the 
supplemental budget could reach yen 3 trillion. In the past, the 
burden of financing supplemental budgets has fallen on additional 


issues of government bonds and the central government's reserve 
fund. 


In September of 1985, the Prime Minister formally asked the Taxation 
Research Council (an advisory body to the Prime Minister) to begin 
an intensive study of Japan's thirty-five year old tax system, with 
the stated aim of creating a simpler and fairer system of taxation, 
and with the net impact of any tax reform to be revenue neutral. 

The Council submitted an interim report in April recommending 
moderate personal and corporate income tax cuts. A final 
comprehensive report is expected this fall and may contain 
recommendations for the introduction of a new indirect tax, such as 
a value added tax or a sales tax. 


DOMESTIC DEMAND STIMULATION 


The Japanese Government has recognized that one of its major 
problems for resolution is the nation's excessively large trade 
surplus, particularly that with the United States. To this end, the 
Government has adopted a series of measures since the beginning of 
1985, with the three major goals of opening the domestic market, 
strengthening the yen, and stimulating the domestic side of the 
economy. 


Based on the “Action Program" to open Japan's market, adopted on 
July 30, 1985, many concrete steps have been taken to make it easier 
for foreign exporters to penetrate the Japanese market. The yen, as 
discussed earlier, has appreciated greatly against the dollar since 
September 1985. These developments are welcome news. However, most 
estimates hold that even a complete opening of the Japanese market 
would increase U.S. exports to Japan by only $10 to $15 billion a 
year. By the same token, exchange rate adjustments can resolve only 
part of the trade problem. Excessive dependence on exchange rate 
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adjustments, without a concurrent expansion in the domestic economy, 
runs the risk of driving the Japanese economy into a recession. A 
depressed Japanese economy is undesirable not only for the 
U.S.-Japan economic relationship hut also for the world economy as a 
whole. 


What is needed now, in conjuction with a more open Japanese market 
and a strong yen, is more expansion in Japan's domestic demand. 
Expanding the domestic side of the economy should contribute to 
increasing imports and muting export pressures on Japanese 
enterprises. In this direction, the Japanese Government adopted two 
"Packages of Economic Measures," One on October 15, 1985, and 
another on April 8, 1986. Reflecting the central government's 
fiscal stringency, however, both packages primarily emphasized 
“maximum utilization of private sector vitality", and thus included 
no major fiscal stimuli. As part of the effort to stimulate growth, 
the Bank of Japan cut its official discount rate three times in the 
first four months of 1986 by a total of 1.5 percentage points, from 
5.0 percent to 3.5 percent per annum, the lowest level in the 
post-war period. 


Prime Minister Nakasone last fall organized a private advisory panel 
known as the “Study Group for Economic Structural Adjustment," 
headed by former BOJ Governor Haruo Maekawa, in order to solicit 
comprehensive ideas for restructuring Japan's economy to one led by 
domestic growth. The Group submitted its so-called "Maekawa Report" 
to the Prime Minister on April 7, 1986. The report contained 
various policy recommendations, including a sweeping review of 
taxation to include income tax rate cuts and abolition of the 
tax-free savings system, promotion of housing investment, more 
flexible management of fiscal policy, expansion in manufactured and 
agricultural imports, and promotion of Japanese investment abroad. 
All of these suggested actions are laudable in concept and seem 
indispensable in the effort to realize a Japanese economy centered 
on domestic demand. 


The key issue of course is how swiftly the Nakasone Cabinet can 
implement these measures, in the face of much resistance from 
opposition parties, single-interest and pressure groups, and from 
some quarters within the bureaucracy and Liberal Democratic Party. 
Many of the measures recommended by the Maekawa Report, such as 
abolition of the tax-free savings system and ending protection of 
the agricultural sectors, will face stiff political opposition. 


ECONOMIC OUTLOOK 


For JFY 1986 (beginning April 1, 1986), the Japanese Government 
officially projects 4.0 percent real GNP growth and a $51 billion 





- 9 - 


current account surplus. However, late 1985 forecasts by major 
private research institutes and commercial banks predicted 3.1 
percent real GNP growth and a $55.6 billion current account surplus 
on the average. 


Due to the yen's recent rapid appreciation, most private forecasters 
have recently changed their forecasting assumptions of the average 
yen/dollar exchange rate for JFY 1986 from around 200 yen to around 
175 yen. As a result, their initial average 3.1 percent real growth 
forecast was revised down to an average forecast of 2.9 percent 
(with a low forecast of 1.8 percent). The average forecast of $55.6 
billion for the current account surplus was revised upward to $72.5 
billion. 


The Government has remained optimistic about growth prospects, 
maintaining that its initial 4.0 percent real growth target can be 
achieved. The Government emphasizes the positive effects of the 
strong yen expected to appear later this year (lower import prices), 
the recent plunge in crude oil prices, and the expected effect of 
the series of measures to stimulate domestic demand, including the 
Bank of Japan's reductions in the official discount rate. 


The Japanese economy is now caught between the negative and positive 
effects of the strong yen, with private forecasters emphasizing the 
former, and the Goverment the latter. The odds seem to favor the 
private forecasters. Due to the 0.5 percent quarter-to-quarter 
decline in real GNP in the first quarter of 1986 (January-March), 
the GNP overhang for JFY 1986 stands at only 0.4 percent. This 
implies that, in order to achieve the Government's 4.0 percent real 
growth projection for JFY 1986, the Japanese economy must post more 
than 1.4 percent quarter-over-quarter real growth for each 
three-month period of the fiscal year, which will require 
significant increases in domestic demand. On the balance of 
payments front, Japan's current account surplus in the period 
January-May 1986 had already reached $30.6 billion, which translates 
into a $73.5 billion surplus at an annual rate. 


IMPLICATIONS FOR THE UNITED STATES 


Two-way trade between the U.S. and Japan has been growing at a rapid 
pace, reaching $58 billion (on an IMF basis) in 1982, $65 billion in 
1983, $84 billion in 1984 and $88 billion in 1985. These figures 
compare to the two-way trade between Japan and all EC countries, 
which stood at $24 billion in 1982, $26 billion in 1983, $27 billion 
in 1984 and $29 billion in 1985, and clearly show the importance of 
the economic relationship between the U.S. and Japan. Japan is 
particularly dependent on this trade, given that exports to the 
United States accounted for 37.7 percent of Japan's total exports in 
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1985. This percentage share of Japan's exports going to the United 
States has been growing constantly, from 26.5 percent in 1982, 29.6 
percent in 1983, and 35.9 percent in 1984. 


The major issue between the United States and Japan at present is 
Japan's continued large trade surplus with the U.S., which expanded 
to nearly $50 billion in 1985, according to statistics of the U.S. 
Department of Commerce. ‘his trade imbalance has kindled mounting 
protectionist sentiment in the U.S., with many bills calling for 
legislated import restrictions under discussion before the 
Congress. The Administration has continued to oppose protectionist 
legislation as a means of dealing with the trade imbalance, 
preferring the approach of trying to convince our trading partners 
to further open their markets to U.S. products, rather than closing 
the U.S. market. 


Progress has been made in Japanese efforts to improve the bilateral 
trade situation through opening of its domestic market, and through 
cooperative efforts in strengthening the yen vis-a-vis the dollar, 
although too many areas still remain in which Japanese markets are 
effectively closed to foreign competition. Recognizing that a 
resolution of the trade imbalance will require Japanese 
macroeconomic and structural adjustments toward a more domestic 
demand oriented economy, the governments of the U.S. and Japan 
agreed in July to undertake a "structural dialogue" on the 
structural problems within our domestic economies which underlie our 
external imbalances. This dialogue will engage a wide range of 
macroeconomic issues, in an attempt to find medium and long-term 
solutions to our chronic trade imbalances. 


MARKETING ASSISTANCE 


For information on the Japanese market, contact the Office of Japan, 
Room 2318, Department of Commerce, Washington, D.C., Tel. (202) 
377-4527. Companies not familiar with Japan may wish to take 
advantage of the various export business information and 
introduction services available from the U.S. Department of Commerce 
and the U.S. Embassy and Trade Center in Tokyo. The U.S. Trade 
Center (Export Development Office) in Tokyo arranges trade promotion 
events of various types in Japan. For updated information on these 
events, contact the Office of Japan, Department of Commerce, at the 
address given above, or the U.S. Trade Center, 7th Floor, World 
Import Mart, 1-3 Higashi Ikebukuro 3-Chome. 
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